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Introduction
Over the years, the position of deferred taxes has increased as fairvalue accounting takes precedence over cash-basis accounting (Poterba, Rao, & Seidman, 2007) , which results in a net increase in book-tax nonconformity. Pakistani firms report their net deferred tax position in their financial and related disclosures. The aim of this study is to analyze whether investors find these disclosures value-relevant.
Although we find that deferred taxes are value-relevant, investors tend to penalize firms reporting a deferred tax position: deferred tax liabilities (DTL) are treated as real liabilities while deferred tax assets (DTA) are treated as a negative asset class. This is because taxes generally have a negative connotation and deferred taxes are often misunderstood. The European Financial Reporting Advisory Group (EFRAG) points out that many users and preparers question the usability, understandability, and incremental value of decision-making under the International Accounting Standard (IAS) 12, arguing that it is difficult and costly to apply (EFRAG, n.d.) . There is also a consensus that deferred tax notes and values are treated as a black box: most practitioners do not know how to use it, most stock analysts do not understand it (Carnahan & Novack, 2002) , most lenders ignore it, and a few reverse the deferred tax and use it as equity (Amir & Sougiannis, 1999) .
With increasing convergence toward the International Financial Reporting Standards (IFRS), many firms will have to report their deferred taxes, which will increase their costs as the IAS/IFRS entail extensive financial reporting requirements. In such an environment, it is necessary to document the value-relevance/irrelevance of deferred taxes for investors. Standard setters can use these findings to assess the usefulness of current IAS 12 reporting and disclosure requirements. Moreover, they should move toward a common deferred tax disclosure language or else investors are likely to continue discounting firms with a deferred tax position. Finally, deferred tax research on IFRS-based data is rare as most studies use data based on the Generally Accepted Accounting Principles (GAAP). Such research is, therefore, of common international interest.
Deferred Taxes: A Brief Overview
The tax payable for any company is calculated by multiplying its taxable income by the statutory corporate tax rate(s) devised by the federal government through legislation. A company's taxable income includes all its earnings of the tax year less permanent tax differences. This depends on whether the taxable income is charged under a presumptive tax regime or if it has a tax rate different from the corporate tax rate. The tax laws simply stipulate a methodology for computing taxable income and tax payable. However, since they account for both the fiscal and policy functions of the income tax statute, accounting personnel and tax authorities may calculate different taxable incomes (Chambers, 1968) .
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Evidence From Pakistan 3 Permanent taxable differences arise due to the different treatment suggested by IAS 12 and the tax authorities for components of income and expenses. For example, any expenditure classified as a fine or penalty for the violation of any law, rule, or obligation cannot be deducted when calculating income under the head "income from business," although the IAS 12 treats such items as expenditure. Similarly, dividend income, which is a part of book income, is not included in taxable income and instead is taxed as a separate block of income. Such permanent differences accrue and are reflected in the firm's accounting earnings, but they do not give rise to DTA or DTL.
Temporary tax differences arise when the IAS 12 and the rulings of the tax authorities diverge on recognizing a component of income or expenses. For example, under the matching principle, compensated absences are treated as an expense for the year to which they relate even though the payment is made in the next period. Since the tax authorities require the minimization of assumptions and ask for tax payments that are cash-based more than accruals-based, compensated absences are not treated as an expense until they are paid for. These differences give rise to current tax expenses as opposed to the total tax expenses of a particular year; current tax expenses represent that portion of total tax expenses that need to be filed as part of the current year's tax return.
The disparity between a company's total tax expenses and current tax expenses arising from temporary tax differences is known as deferred tax expense. The concept of deferred tax is notional as no taxable person is allowed to defer his/her tax payments. The inter-period tax allocation arises only due to differences in reporting as a result of the matching principle; it recognizes the tax consequences of an item in the same financial period as the item itself (Chludek, 2011) .
Many balance sheet and income statement line items give rise to deferred tax expenses. The IFRS allow the use of the "liability method" to recognize deferred taxes. DTA are the historical sum of all temporary differences where the accumulated current tax expense exceeds the accumulated total tax expense reported in the firm's books. This implies that the firm has paid more tax than it should and is owed future tax relief, indicating a future decrease in tax-related cash flows. The amount realized is to the extent that cash inflows are probable. On the other hand, DTL imply that the firm has not yet paid all the taxes due on income as indicated by the IAS 12 and, therefore, will have increased future cash outflows with respect to taxes.
The Earnings Impact of Deferred Taxes
Book-tax differences may reflect earnings management as large book-to-tax differences are correlated with a lower earnings-return relationship (Joos, Pratt, & Young, 2002) . Similarly, for years in which firms show a small increase in earnings per share (EPS), their deferred tax expenses are larger than for years in which there is a small decrease in EPS (Phillips, Pincus, & Rego, 2003) . These studies indicate that deferred taxes are a source of opportunistic earnings management, which, as Hanlon (2005) suggests, occurs because the accounting rules allow managers more discretion than tax authorities. The decrease in the amount of tax paid in cash-through the creation of DTL-results in a decrease in the amount of current explicit tax and thus, as per Hanlon and Heitzman (2010) , can be classified as tax avoidance. Benign tax avoidance strategies increase the value of a firm (Brown, Drake, & Martin, 2013) when investors perceive greater value addition from decreasing tax expenses through low-risk methods compared to aggressive tax reduction strategies (Hanlon & Slemrod, 2009 ).
Deferred taxes are also a source of real increases in earning potential. Narasimhan and Harisha (2006) point out that deferring taxes is a free-of-cost source of funds. A decrease in the effective tax rate through the creation of DTL is positively correlated with the firm's future earnings (Schmidt, 2006) . Givoly and Hayn (1992) note that decreases in DTL are treated as decreases in actual liabilities and as increases in share prices. Amir and Sougiannis (1999) report similar findings in that DTA are the result of carry-forward credits and treated as real assets by investors.
The value-relevance of deferred taxes depends on the timing of their reversal. Partial deferred taxes are more value-relevant because they capture only those DTL that will reverse in the short term (Wong, Wong, & Naiker, 2011) , while many other DTL do not result in a cash outflow (Beechy, 1983) . For instance, a growing company with continuous investment in fixed assets will have continuous tax savings annually (Davidson, 1958) , thus ensuring that the DTL do not reverse (Livingstone, 1967) ; investors find such liabilities to be a misnomer and regard them as a portion of equity (Wolk, Tearney, & Dodd, 2001 ).
On the other hand, Sansing (1998) suggests that DTL are real liabilities the value of which does not depend on the timing of reversal. The fair value of such a liability is at a discount to the book value, but the discount rate is not time-dependent. The study also finds that the discount
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Guenther and Sansing (2000) report similar results for DTA and suggest that investors understand that the book value of DTL resulting from depreciation is undiscounted. The value is not equal to the present value of future deferred tax expenses primarily because the timing of the reversal is irrelevant; moreover, their value is zero if they never reverse (Stickney, 1993) . However, the timing of the reversal is important for those deferred tax items that reverse simultaneously with a cash outflow (Sansing & Guenther, 2003) . These findings indicate that different components of deferred taxes are valued differently. Differentiation with respect to the value of the level of deferred taxes and the rate of reversal can also affect the valuation of the firm. Amir, Kirschenheiter, and Willard (1997) support these findings, noting that different components of DTA and DTL affect firm valuation differently. Similar to restructuring charges, which are expected to reverse in subsequent periods, DTA are more value-relevant and thus have higher coefficients, while items such as employee benefits, which adjust slowly, are less value-relevant and have smaller coefficients. DTA related to unabsorbed losses have insignificant coefficients, indicating that they are not value-relevant: investors do not, therefore, expect to utilize these assets. DTL are similar to depreciation expenses in that their coefficients are small.
Most studies focus on the value-relevance of deferred taxes to investors. Some, such as Lev and Nissim (2004) , conclude that there is no relationship between deferred tax expenses and the annual rate of return. Similarly, Chen and Schoderbek (2000) find evidence that analysts do not include deferred tax information in their earnings forecasts.
Model Development
We use Feltham and Ohlson's (1995) framework, which establishes the market price of equity (P) as a linear function of net financial assets (NFA), current net operating assets (NOA), and internally unrecorded goodwill. Abnormal operating earnings (AOE) are used as a proxy for unrecorded goodwill. Net DTA are considered a separate asset class on the basis that net deferred taxes contribute significantly to measuring unrecorded goodwill. Goodwill calculations vary with the existence of deferred taxes: the sooner DTA (DTL) reverse, the more (less) goodwill is available through the adjustment of the present value of deferrals. It is also implied that the classification of deferred taxes as operating assets, financial assets, or shareholder equity affects the valuation of AOE. Amir et al. (1997) relate the market price of equity to NOA, NFA, current AOE, and net deferred taxes (DT) in period t as follows:
(1)
Given that firms differ in terms of earnings persistence, Amir et al. (1997) add lagged abnormal operating earnings (LAOE) to equation (1) above, which yields:
In the case of unbiased accounting, the coefficient of NFA, 2, should be 1. However, since the IFRS adopt a conservative accounting approach, 2 should be greater than 1. NOA should be valued at more than its book value, implying that 1 is positive and large. The coefficient of AOE, 3, and LAOE, 5, should be equal to 0 if there is no persistence. The coefficient of DT, 4, will depend on the expectation of reversal: greater reversal in the next period implies a larger beta. Its sign should be similar to that of NFA.
We capture the expected reversal of different deferred tax line items by using four different classification systems. In classification 1, we add both components of net DT, i.e., DTA and DTL, to the regression equation. In classification 2, we separate DT into the most commonly recurring line items in a deferred tax disclosure, i.e., deferred taxes from accelerated depreciation, staff gratuity, provision for current assets, and unabsorbed tax losses and credit along with a net category for all other deferred taxes. Classification 3 is based on the nature of the activity-operating, financing, or investing-that generated the deferred tax. Classification 4 clubs together deferred taxes based on common traits and comprises the following categories: (i) depreciation and amortization, (ii) revaluation, (iii) deferred costs, (iv) human resources, (v) liabilities, (vi) taxes, and (vii) longterm investments. The results are estimated by the following equation: where n equals 2 (classification 1), 5 (classification 2), 3 (classification 3), or 7 (classification 4) depending on the classification system and DTCit represents the ith component of deferred taxes in year t.
Sample
Our sample includes all companies currently listed on the Karachi Meezan Index (KMI-30), which measures the performance of shariahcompliant companies in Pakistan using free-float market capitalization. The data are drawn from the financial statements of these companies, based on two criteria: (i) each company's balance sheet should report its DT position and (ii) the notes to the financials should report both the DTA and DTL and their components. Based on these, the sample excludes companies such as HUBCO and Pakgen (Pvt.) Limited, both of which are tax-exempt. We have not used the Karachi Stock Exchange-30 because the index includes financial institutions for which it is difficult to differentiate between financial assets and operating assets.
Data on stock prices and betas are taken from Bloomberg; data on the treasury rate are from the State Bank of Pakistan's website. Firm-years for which financial data are not available have been dropped. No financial statement for Sui Northern Gas Pipelines Limited was available for 2013, while Engro Foods Limited did not start trading until 2010. Thus, after eliminating these, we obtain deferred tax data for 136 firm-years from 2009 to 2013. Once the LAOE has been determined, we are left with 108 firmyear observations (Table 1) . The market value of equity at the fiscal year-end is calculated using the market value of equity per share. Data on the sample firms' financial assets and liabilities are taken from their respective risk management notes (reporting these data is compulsory under the IFRS). NOA is obtained by subtracting financial assets and DTA from total assets; net operating liabilities are obtained by subtracting financial liabilities and DTL from total equity and liabilities. All assets are taken as positive numbers and all liabilities as negative numbers.
Operating income is taken as the firm's earnings before interest, taxes, and expenses for extraordinary items. Abnormal after-tax operating earnings are calculated as the operating income minus the previous period's NOA multiplied by the cost of capital (taken as the weighted average cost of capital). The return on stocks is obtained using the capital asset pricing model and the return on debt is calculated by dividing the interest expense by the interest-bearing debt. To ensure that the regressions are not biased due to the size effect of idiosyncratic companies, we adjust all independent and dependent variables by the number of shares outstanding.
Results
The average market value per share for the firms in the sample is PRs 121.69 (Table 2 ). The average NOA is about PRs 106.60 or roughly 87 percent of the firm's market value. The average NFA is negative, indicating that, even for shariah-compliant securities, financial liabilities exceed financial assets and tax-deductible debt is used to finance operations. However, in line with shariah regulations, firms' average net financial liabilities represent only 18 percent of their market value. Average net DT represents only 1 percent of the market value, while for most firms DTL is greater than DTA. The average AOE is positive and large, indicating the inefficiency of financial markets in Pakistan. We apply classification 1 (see Section 4) to equation (3) to see if investors differentiate between DTA and DTL in their valuations. Net DTA is replaced by its individual components, DTA and DTL. Table 4 employs these as two dependent variables instead of using net DTA as a collective amount. As expected, the coefficient of DTL is negative and significant at a 95 percent level.
What is interesting is that the coefficient of DTA is negative. The marginal value of PRe 1 of DTA as reported in the financials is PRs -4.98. This could indicate that (i) investors do not associate this marginal value with DTA because the net DT amount reported is equivalent to net DTL in most cases, or (ii) it is a tax asset, but is not seen as a positive asset because, for laypersons, the probability of receiving a tax return from the government in the future is very small. There is a large disparity in the frequency of the 35 different components of deferred tax reported in the financials. Deferred taxes arising from accelerated depreciation are recognized in 102 firm-years, provision for liabilities in 62 firm-years, staff gratuity in 37 firm-years, and unabsorbed credit and losses in 35 firm-years. Other categories occur in fewer than 18 firm-years. To see if these significantly recurring deferred tax items are value-relevant, we regress them (under classification 2) on the price of equity in equation (3). Table 5 gives the per-share pooled results for equation (3) with the additional regressors of classification 2. Compared to the results of the previous regression, there is a drastic decrease in the NFA coefficient from 0.35 to 0.064 and it becomes insignificant at the 95 percent level. Almost all the recursive deferred tax components are value-relevant except provision for slow-moving items, pilferage, and bad debts. The DTL arising from accelerated depreciation is not only significant with a coefficient of -7.67, but it also acts like a liability or negative asset class. This could be due to investors' perception that the increase in capital expenditure by the sample companies is not enough to delay these liabilities for long. This would understate the book value of the liabilities and thus overstate the book value of equity. The DTL arising from staff gratuity yields similar results.
However, the DTA arising from unabsorbed losses and credit has a negative coefficient, indicating that investors do not see these items as an asset class. They do not expect inflows to be reciprocated from these DTA, thereby overstating the book value of assets and liabilities.
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Evidence From Pakistan 11 Next, we classify net DT into the deferred tax arising from operating activities (DTOPR), financing activities (DTFIN), and investing activities (DTINV) to determine the effect of investors' perception of deferred tax items based on the activity from which they arise. Table 6 gives the results of equation (3) using classification 3. Both DTFIN and DTINV are insignificant at the 95 percent level.
To check if DTFIN and DTINV are individually equal to 0, we apply the F-test, which yields a value of 0.11. This implies that the null cannot be rejected at the 95 percent level and thus both are equal to 0. This could be for two reasons: (i) the relatively small number of firmyears for which these values are reported (47 and 41 firm-years in the case of DTFIN and DTINV, respectively, but 128 in the case of DTOPR), or (ii) investors do not recognize these assets or liabilities at all. On the other hand, DTOPR is negative and significant at 95 percent, which is consistent with prior results. The results of equation (3) with the additional regressors of classification 4 are given in Table 7 . The categories include deferred tax from (i) accelerated depreciation (DTADP), (ii) deferred costs (DTDFC), (iii) revaluation (DTFV), (iv) human resource benefits (DTHR), (v) long-term investments (DTLTI), (vi) liabilities (DTLB), (vii) tax-related issues (DTTX), and (viii) working capital measurement (DTWKC). Consistent with the results reported in Table 2 , the NOA coefficient is close to 0.33 and the NFA coefficient is positive, albeit slightly higher. The coefficient of current AOE is also slightly higher while that of LAOE is slightly lower.
As expected, almost all the components have a negative coefficient except for DTHR, which has a positive and insignificant coefficient. We apply the F-test to determine if all the coefficients are equal to each other and reject the null at 99 percent with an F-value of 4.79 (5.57 if DTHR is removed, given its positive coefficient). Thus, our results indicate that the coefficients of DT components vary by type; investors, in turn, react differently to different categories of deferred tax when pricing.
The coefficient of DTL arising from accelerated depreciation is consistent with the result in Table 5 . Additionally, the coefficients of DTADP, DTDFC, DTTX, and DTWKC are all negative and significant, which is consistent with the finding that deferred taxes from operating activities are negative and significant (see Table 6 ). The DT components related to financing, such as fair-value calculations or provision for liabilities, are insignificant and thus value-irrelevant.
The coefficient of DTLTI is negative and significant; it is also larger than the other components' coefficients, indicating either a model misspecification or the possibility that the model captures information about long-term investments that NOA or AOE do not.
Evidence From Pakistan 13 Our results are not model-dependent. We have changed the model specifications by (i) including the second lag of abnormal operating income, (ii) the first lag of abnormal operating income, and (iii) deflating the dependent and independent variables by the book value of equity. All three analyses yield the same results: net DTA is value-relevant and has a negative sign. Furthermore, the deferred tax from operating activities is significant in all three specifications, the deferred tax from financing activities is never significant, and the deferred tax from investing activities is significant in specification (3). DTL is significant in all three specifications while DTA is not significant in specification (2).
Conclusion
We have used Feltham and Ohlson's (1995) theoretical framework combined with Amir et al. (1997) 's empirical work to test whether deferred taxes are value-relevant in Pakistan. Our model identifies the market price of equity as a function of NOA, NFA, net DT, and current and lagged AOE. Based on a sample drawn from firms listed on the KMI-30 index from 2010 to 2013, we find that NFA and NOA are value-relevant. Investors do not consider firms to have created any value addition when these asset classes grow, as a result of which they are heavily discounted. The current and lagged AOE are also significant, indicating the persistence of earnings.
Net DTA are value-relevant although their coefficients are negative, implying that investors treat them as liabilities rather than assets. Even though both net DTA and NFA are negative for most companies, investors perceive net DTA as a source of value destruction and NFA as a source of value addition. Both DTA and DTL are value-relevant: DTA are treated as a source of value destruction and DTL as real liabilities. We also find that only the deferred taxes arising from operating activities are treated as value-relevant by the market; those arising from financing and investing are value-irrelevant.
Our results suggest that different components of DTA are valuerelevant. The DTL from accelerated depreciation are significant but negative, indicating that investors treat them as liabilities that will reverse in the short term. Other categories that are value-relevant, albeit negative, include DTA arising from deferred costs, long-term investments, taxes, and changes in working capital. This suggests that investors do not associate these categories with a positive cash flow in the future. Moreover, they perceive firms that have paid more tax in a negative light.
These findings suggest that Pakistani investors treat both DTA and DTL negatively, penalizing companies that attempt to manage their earnings through the use of deferred taxes. Firms' deferred tax disclosures often contain numerous terms that are neither self-explanatory nor explained adequately in their financials, thus becoming cause for concern among laypersons and novice investors. For most investors, taxes have a negative connotation because there is little faith in the system, and deferred taxesseen as the excess payment of taxes-are perceived as a source of value destruction. What investors do not take into account is that this is simply a notional exercise, given that taxes cannot be "deferred" in the literal sense.
